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D E P R E C I A T I O N FOR T A X P U R P O S E S 
A GUIDE T O T H E A U D I T O R 
R. A . I s o l a 
New York 
WITH THE passage of the 1954 Revenue Act and the promulgation of the regulations of the Internal Revenue Service, it has 
become increasingly important for the auditor to familiarize himself 
not only with the general principles contained therein but also 
with the application of the rules to specific situations which will 
occur in connection with the preparation of the 
tax return for the client. The statute and appli-
cable rules which permit a deduction for depre-
ciation go far beyond the question of deciding 
whether or not straight-line or accelerated depre-
ciation should be used. Many specific problems 
will arise, the proper treatment of which will 
affect taxable income. 
ACCOUNTING FOR DEPRECIABLE 
PROPERTY 
The auditor will first encounter the problem 
of asset classification. Aside from separate classification of each 
individual asset, referred to as item accounts, there are three prin-
cipal methods of asset classification, all of which are acceptable to 
the Internal Revenue Service: 
1. Group accounts. These may be described as groups of assets 
which are similar in kind and have approximately the same life: 
for example, a group of linotype machines. 
2. Classified  accounts. These are assets segregrated according to 
use without regard to useful life. For example: machinery and 
equipment, furniture and fixtures, or delivery equipment. 
3. Composite accounts. This is a broader grouping where assets 
are included in the same account regardless of their character or 
useful life. For example, all the assets in a particular location may 
be included in a single account. 
The choice of a method of accounting for depreciable property 
can have a considerable effect on the depreciation deduction and 
on the extent to which retirement losses are recognized. For example, 
a retirement loss is generally not allowable upon the normal retire-
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ment of an asset from a multi-asset account unless the depreciation 
rate is based upon the maximum expected life of the longest-lived 
asset in the account. However, retirement losses are ordinarily 
allowable for both normal and abnormal retirements from item 
accounts. Accordingly, it may be advantageous to use item accounts 
unless it is impractical to do so. 
Where there are differences between book and tax depreciation, 
it is absolutely necessary for the auditor to insure that adequate 
records are maintained for tax purposes. Generally, differences 
between book and tax depreciation may arise in a number of ways, 
such as a rate adjustment made by the Internal Revenue Service, 
or a difference in the basis of the assets resulting from capitaliza-
tion of repairs, book charge-offs, or as a result of mergers. A differ-
ence will also arise where the client has chosen one of the acceler-
ated depreciation methods for tax purposes but is depreciating on 
a straight-line basis on the books. The regulations specifically 
provide that where book and tax depreciation differ permanent 
records must be maintained reconciling the differences, and that 
depreciation schedules filed with the tax returns must show the 
accumulated depreciation reserve computed under the method 
employed for tax purposes. These records need not be kept on 
the books but can be maintained in auxiliary records. Accord-
ingly, some type of permanent depreciation schedules are required. 
These requirements would appear to be substantially met where 
the tax return contains detailed depreciation schedules so analyzed 
that computations of depreciation for each asset or group of 
assets, together with the accumulated reserve, are shown on a 
separate line. 
C H O I C E O F M E T H O D S 
With respect to the choice of depreciation methods, it must be 
remembered that the 200 per cent declining balance and the sum 
of the years-digits methods are applicable only to new assets having 
a useful life of three or more years and are not applicable when 
used assets are acquired. However, either the straight line, the 
declining balance, or the sum of the years-digits method may be 
elected for each acquisition of new property. Therefore, in the case 
of two identical assets one could be depreciated on the straight-line 
method and the other by the use of an accelerated method, pro-
vided that separate accounts are maintained for each asset. With 
respect to both multi-asset accounts and item accounts, the depre-
ciation method chosen for any one account must be applied con-
sistently to that account until (1) permission is applied for and is 
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received to change to a different method, or (2) if the account is 
on the declining balance basis, a voluntary change to straight-line 
is made. However, for tax purposes there is no requirement for 
consistency in classification of assets. Thus, a client who has classi-
fied all machinery in a composite account depreciated under any 
method is permitted to record the acquisition of one or more new 
machines in a separate account and apply a different method to 
that account. Even where it is the usual procedure to classify assets 
by year of acquisition, a new election can be made with respect 
to the acquisitions in each year. It is therefore perfectly permissible 
to depreciate a group of assets acquired in 1955 by the declining 
balance method and use a different method for a group of similar 
assets acquired in 1956 so long as separate accounts are maintained 
for each such group. 
The use of the accelerated methods with respect to leasehold 
improvements made by the lessee is permitted only where the use-
ful life of the improvements is equal to or shorter than the remain-
ing life of the lease. But where the cost of the property is recovered 
over the life of a lease which is shorter than the useful life of the 
property, no accelerated depreciation can be used. The only method 
available in this case is straight-line amortization over the term of 
the lease. 
S E T T I N G D E P R E C I A T I O N R A T E S 
When property is purchased during the year, the first problem 
which arises is the establishment of a proper depreciation rate. 
Previously it had been the practice of the Service to allow deprecia-
tion largely on the basis of an assumed average life for a particular 
type of depreciable asset as outlined in Bulletin F published by the 
Internal Revenue Service. Disputes between taxpayers and the 
Service have often occurred in cases where depreciation has been 
claimed at a rate in excess of this so-called "average" rate. Par-
tially in order to avoid this type of conflict and also to prevent 
abuse of the accelerated depreciation methods, the Service has 
taken the position that the estimated useful life of an asset is not 
necessarily the useful life inherent in the asset but is the period 
over which the asset may be reasonably expected to be useful  to 
the taxpayer. One of the major considerations in determining this 
period is the taxpayer's policy with respect to repairs, renewals, 
and replacements. Where a client follows a careful policy of asset 
upkeep the useful life will tend to be prolonged. Other factors are: 
unusual wear and tear from operations; changes in industrial tech-
nology; and climatic and other local conditions peculiar to the 
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business. Accordingly, it would seem that in order to determine a 
proper rate a sound approach would be to merely use Bulletin F 
as a general guide. At present Bulletin F is not up to date, since 
it was last revised in 1942; it does not reflect the effect of any new 
developments, such as electronic equipment, and probably does 
not reflect technological improvements which may have changed 
asset life. However, the Service has announced that a revision of 
Bulletin F is underway. From there the auditor should attempt 
to determine from the records of the client the useful life of 
similar assets which the client has owned in the past. Barring 
changes in maintenance policy, the taxpayer's own experience is 
the best indication of probable life. The regulations provide that 
where a reasonable basis for depreciation has been established, it 
will not be adjusted by the Service unless there is a clear and con-
vincing reason. In cases where the figures of other companies in 
the same industry or even other industries are available, it is advis-
able to refer to the general experience in the industry. Furthermore, 
the experience of the client should be reviewed from year to year 
since any substantial changes in such experience may require a 
redetermination of rates. 
The application of this theory of useful life can also affect the 
choice of depreciation methods. If the usual policy of the client is 
to dispose of, say, automobiles within two years, none of the 
accelerated methods can be used since as stated before the use of 
these methods is limited to assets which have a useful life of three 
years or more. 
The other important consideration in determining the deprecia-
tion rate is salvage value. In the past, it has generally been the 
practice to disregard salvage value. Unfortunately, this is no longer 
acceptable. Salvage value is defined in the regulations as the esti-
mated amount, determined at the time of acquisition, which will 
be realizable upon sale or other disposition of an asset when it is 
no longer useful in the business. In determining salvage value, the 
policy of the client is one of the primary factors. If the policy is to 
dispose of assets which are still in good operating condition, the 
salvage value may represent a substantial proportion of the original 
cost of the asset. If, however, an asset is customarily used until 
exhaustion, salvage value may represent no more than junk value. 
Salvage value must be taken into consideration either by a reduc-
tion of the amount subject to depreciation or by a reduction in the 
rate of depreciation. For example, depreciation of an asset having 
an estimated life of ten years and an estimated 10 per cent salvage 
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value could be computed by taking 9 per cent of the original cost 
of the asset each year or by taking an annual deduction equivalent 
to 10 per cent of the original cost of the asset reduced by salvage 
value. The importance of salvage value should not be underempha-
sized since it is specifically provided that in no event shall an asset 
be depreciated below a reasonable salvage value. The only situa-
tion where salvage value is not taken into consideration at the time 
of determining the depreciation rate is where the declining balance 
method is used, and here the regulations state that no additional 
depreciation can be taken after net book value has been reduced 
to estimated salvage value. Nevertheless, the salvage value must be 
recognized and accounted for as assets are retired. 
It should also be remembered that where only the net salvage 
value is considered, i.e., the selling price reduced by the estimated 
cost of removal, costs of removal should be applied to reduce sal-
vage value rather than deducted as an expense. The most common 
procedure would ordinarily be to use gross salvage value, in which 
case removal costs would be deductible as incurred. 
It can be seen that the regulations are attempting to eliminate 
capital gains from the sale of depreciable property except gains due 
to an increase in the price level. In those situations where substan-
tial capital gains are regularly realized on the sale of depreciable 
assets, there is a strong likelihood that the Serivce will propose a 
reduction in the depreciation rates. 
G A I N S A N D L O S S E S O N R E T I R E M E N T S 
One of the common problems which the accountant has to solve 
is the treatment of retirements. In the case of single-asset accounts 
the solution is simple. Gain or loss is recognized for tax purposes 
based on the difference between the adjusted basis and the salvage 
or sales value. However, the regulations provide that single-asset 
account treatment is not allowable if an average rate has been com-
puted and applied to each item without any real consideration of 
the life of that particular item. 
The accounting for retirements where multiple-asset accounts 
are used is now a highly complicated procedure unless the client 
wishes to adopt a regular procedure of taking no gain or loss on 
retirements and charging the excess of cost over salvage to the 
depreciation reserve. If this alternative is not followed, the amount 
of a recognition of gain or loss depends upon the nature of the 
retirement. 
Where there has been a sale, taxable exchange, or abandonment, 
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gain or loss will be recognized in an amount equal to the difference 
between the proceeds, if any, and the adjusted basis determined as 
shown below. 
Normal retirements: 
If depreciation was based on the average life of assets in the 
group, the basis is the salvage value used in determining the 
depreciation rate. 
If depreciation was based on the maximum life of any asset 
in the group, the basis is cost of the asset less depreciation 
computed as if the asset had been in a single-asset account, 
using the maximum useful life of the particular asset. 
Abnormal retirements: 
The basis is the cost less depreciation computed as if an asset 
had been in a single-asset account, using either the average 
or maximum expected life for the particular assets, depending 
on the method adopted for the group. 
If there has not been a sale or abandonment, but the asset has 
been permanently retired from use, no gain is ever recognized and 
loss is only recognized if the retirement was abnormal or if maximum 
lives were used in computing depreciation rates. 
The regulations do not give a precise definition of normal and 
abnormal retirements but merely a guide. A retirement occurring 
within the span of years considered in setting the depreciation rate 
is a normal retirement. But if the retirement is caused by an event 
not contemplated in setting the depreciation, such as a casualty or 
extraordinary obsolescence, it is considered abnormal. 
P R O B L E M S O F C O M P U T A T I O N S 
Normally the first question which will arise in computing depre-
ciation is the determination of the proper amount in the year of 
addition or retirement. The widely used procedure of taking one-
half year's depreciation on current additions is acceptable to the 
Internal Revenue Service, with the proviso that the use of such a 
basis does not materially distort income. Thus, where it is the policy 
to use this basis, it would not be proper to do so where there is a 
major acquisition toward the beginning or end of the year. In such 
a case depreciation should be computed on the basis of the actual 
portion of the year that the asset was in service. The same, of 
course, would be true in the case of a substantial retirement. 
No discussion of the auditor's task in computing depreciation 
would be complete without mentioning the remaining life method. 
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This is a method of computing depreciation by determining the 
remaining life of an asset and applying a fraction which is based 
on the estimated remaining life without regard to the age of the 
asset. A table in the regulations gives the decimal equivalent of 
this fraction which is then applied to the net asset value. 
The importance of the use of the remaining life method is 
evident when the sum of the years-digits method is applied to 
group, classified, or composite accounts. The calculation of deprecia-
tion on this basis would become extremely complicated because it 
would ordinarily be necessary to compute the remaining life of 
each asset included in a group. Accordingly, the regulations specifi-
cally provide that where the sum of the years-digits method is 
used in computing depreciation for multiple-asset accounts, the 
remaining life method must be used. However, the regulations also 
state that the estimated remaining useful life of a multiple-asset 
account must be determined in each year and provides two 
acceptable means for determining such life. The first is an analytical 
basis whereby the remaining life for each of the assets in the account 
is determined and then averaged. The second is to divide the 
unrecovered cost in the account, as computed by straight-line 
depreciation, by the gross cost in the account, and multiply the 
result by the average life of the assets in the account. 
Where a client accounts for depreciable property by maintaining 
the additions of each year of a particular group in a separate 
account, a variation of the first method for computing the average 
life could probably be used and would eliminate the detailed 
analysis explained above. Here, the remaining life could be deter-
mined merely by deducting the expired life from the estimated 
total life. 
The explanation of the remaining life plan points up a problem 
which may not have been given full consideration when the sum 
of the years-digits method was adopted — how to dispose of losses 
charged to the depreciation reserve. An acceptable plan would be 
to compute the remaining life of the additions of each year in each 
group, ascertain the proper fraction from the table in the regula-
tions, and apply this fraction to the net asset value in the account. 
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